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Accounting Safeguards Under the
Telecommunications Act of 1996

Implementation of the
Telecommunications Act of 1996:

In the Matter of:

MCI OPPOSITION TO PETITIONS FOR RECONSIDERATION

MCI Telecommunications Corporation (MCI) hereby submits its opposition to

petitions for reconsideration of the Commission's Report and Order in the above-

captioned proceeding (Order). The Order sets forth the accounting safeguards necessary

to satisfy the requirements of Sections 260 and 271 through 276 of the Communications

Act of 1934, as amended by the Telecommunications Act of 1996. Petitions for

reconsideration were filed by MCI, SBC, Ameritech, Cox, APPC, and three independent

local exchange carriers (LECs), GTE, SNET, and CBT.

GTE, SNET, and CBT seek reconsideration of the Commission's amended rule

for valuing service transactions. In the Order, the Commission determined that services

provided by the LEC to its affiliates should be valued at the greater of fair market value
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or fully distributed cost.' By preventing the LECs from recording services transactions

with affiliates below market value, the new rule ensures that ratepayers are not harmed

when smaller profits are reflected in rates for regulated services. The Commission

however, makes an exception to the new services valuation rule, permitting LECs to

continue valuing at fully distributed cost those services provided by affiliates whose sole

purpose is to provide services to members of the carrier's corporate family.2

GTE, SNET, and CBT argue that the Commission should also exempt services

provided by the LECs to their affiliates from the new valuation rule.3 They argue that

their corporate structure does not rely on an affiliate whose sole purpose is to provide

services to the corporate family, and that they are therefore not in a position to take

advantage of the limited exemption to the new services valuation rule. The independents

fail to recognize that the Order's limited exemption rests on a finding that centralized

provision of services can result in cost savings; under these circumstances, the potential

benefits of conducting a fair market value study would be reduced.4 The independents

are unable to demonstrate that similar considerations apply in the case of services

provided by the LEC to its nonregulated affiliates. Indeed, in the case of services

provided by the LEC to its affiliates, it is clear that the potential gain of determining

whether fully distributed cost undervalues a transaction outweighs the cost of performing

'Order at ~147.

20rder at ~148.

3GTE at 16; CBT at 3-4; SNET at 3-4.

40rder at ~148.
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a fair market value study. Application of the new rule will ensure that the services

transactions are valued to provide the greatest benefit to ratepayers. Accordingly, the

Commission should reject the petitions for reconsideration ofnew Section 32.27(c) filed

by SNET, GTE, and CBT.

The Commission should also reject SBC's petition for reconsideration of several

aspects of the new accounting safeguards. First, the Commission should reject SBC's

argument that incidental interLATA services may not be treated as nonregulated for

accounting purposes. Treating incidental interLATA services as nonregulated for

accounting purposes is simply a mechanism for reducing the risk that the costs of these

services are inadvertently reflected in local exchange and exchange access service rates.

As the Commission notes in the Order, the Part 64 rules would segregate incidental

interLATA service costs before they are processed through the Part 36 separations

process and Part 69 allocation among access and interexchange service categories.s In

this fashion, the Order implements the mandate of Section 271 (h) ofthe Act, which

requires that the provision of incidental interLATA services not "adversely affect

telephone exchange service ratepayers." Although, as Cox observes, the Part 64

procedure is not the ideal mechanism for preventing cross-subsidy,6 the use ofPart 64 is

preferable to processing incidental interLATA costs through Part 36 and Part 69, as

suggested by SBC.

sOrder at ~76.

6COX at 5.
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SBC has provided no support for its contention that the use ofPart 64 is

inconsistent with incidental interLATA services' status as regulated Title II services.

While the cost allocation procedures specified in Part 64 were not developed to guard

against subsidization of competitive common carrier services by monopoly common

carrier services, there is nothing that prevents their use for this purpose. Moreover, there

is no basis for SBC's assertion that the Commission must refrain from regulating

incidental interLATA services if it applies Part 64 cost allocation procedures. The fact

that the Part 64 cost allocation procedures were first applied in the context of

nonregulated services has no bearing on the regulated status of incidental interLATA

servIces.

SBC also argues that the use of the word "carrier" in amended Section 32.27

represents a rule change, claiming that the old Section 32.27 did not apply to transactions

involving aLEC's nonregulated activities. The Commission, however, consistently

emphasized that Section 32.27 applied to all transactions between a LEC and its

nonregulated affiliates. In the Affiliate Transactions Notice, the Commission stated that

it "intended to subject to [the affiliate transactions rules] all transactions between

operations that record their costs in regulated accounts and nonregulated affiliates."7

More recently, in the Citizens CAM Reyiew Order, the Commission stated that "any

transaction between a carrier subject to Part 32 and its nonregulated affiliate is governed

7In the Matter of Amendment of Parts 32 and 64 of the Commission's Rules to
Account for Transactions Between Carriers and Their Nonregulated Affiliates, Notice of
Proposed Rulemakin~, 8 FCC Rcd 8071, ~107.
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by the affiliate transactions rules."8 SBC's contention that the use of the term "carrier" in

amended Section 32.27 represents a rule change is thus without foundation.

Finally, the Commission should reject SBC's request for reconsideration of the

Order's interpretation of Section 61.45(d)(l)(v) as requiring an exogenous adjustment

whenever costs are reallocated from regulated to nonregulated activities. Section

61.45(d)(l)(v) states that exogenous cost changes shall include "[t]he reallocation of

investment from regulated to nonregulated activities pursuant to Section 64.901." SBC

argues that the reference to Section 64.901 encompasses only subsection (b)(4), which

concerns the use of forecasts to allocate central office and outside plant investment. SBC,

however, is unable to supply any reason for ignoring the other subsections of Section

64.901, stating only that "[i]t is highly unlikely that the Commission intended Section

61.45(d)(l)(v) to refer to all of Section 64.901."9 In fact, Section 64.901 (b)(4) is not the

only subsection whose application can result in reallocation of investment. For example,

in the recent Payphone Reconsideration Order, the Commission explicitly rejected

USTA's contention that Section 61.45(d)(l)(v) did not govern the exogenous cost

treatment of payphone deregulation. 1O Instead, the Commission found that modifications

8In the Matter of Southwestern Bell Telephone Company Application for Review of
Memorandum Opinion and Order Concerning the Proper Treatment ofAffiliate Transactions,
Order On Reyiew, February 5, 1997, at,-r13 (Citizens CAM Reyiew Order).

9SBC at 11.

lOIn the Matter of Implementation of the Pay Telephone Reclassification and
Compensation Provisions of the Telecommunications Act of 1996, Order on
Reconsideration, CC Docket No. 96-128, released November 8, 1996, at ,-r199 (Payphone
Reconsideration Order).
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to the LECs' cost allocation manuals reflecting the reclassification of payphone set

investment required an exogenous cost change pursuant to Section 61.45(d)(l)(V)."

Contrary to SBC's assertion, it is not counter-intuitive for regulated prices to

decrease each time a LEC enters another nonregulated product or service market.

Instead, the exogenous cost change serves to capture for ratepayers economies of scope

resulting from incumbent LEC provision ofnonregulated services, in order to ensure that

"the benefits of competition are in fact shared with regulated ratepayers."12 Furthermore,

the fact that the investment was placed after the original price cap was set in 1991 is

irrelevant. 13 As AT&T noted in its reply comments, investment since the initialization of

price caps would have influenced the revised productivity factors adopted in 1995 and

IIPayphone Reconsideration Order at ~199; In the Matter of the Pay Telephone
Reclassification and Compensation Provisions of the Telecommunications Act of 1996,
Report and Order, CC Docket No. 96-128, released September 20, 1996, at ~163.

120rder at ~265.

13SBC at 13.
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would have had the effect of reducing or eliminating price cap carriers' sharing

obligations since the inception ofprice caps. 14

Respectfully submitted,
MCI TELECOMMUNICATIONS CORPORATION

AL~
Alan Buzacott
1801 Pennsylvania Ave., NW
Washington, D.C. 20006
(202) 887-3204

April 2, 1997

14AT&T Reply Comments at 15.
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